We look at the effect of exchange rate regimes on fiscal discipline, taking into account the effect of underlying political conditions. We present a model where strong politics (defined as policymakers facing longer political horizon and higher cohesion) are associated with better fiscal performance, but fixed exchange rates may revert this result and lead to less fiscal discipline. We confirm these hypotheses through regression analysis performed on a panel sample covering 79 countries from 1975 to 2012. Our empirical results also show that the positive effect of strong politics on fiscal discipline is not enough to counter the negative impact of being at/moving to fixed exchange rates. Our results are robust to a number of important sensitivity checks, including different estimators, alternative proxies for fiscal discipline, and sub-sample analysis.
I. INTRODUCTION
The issue of what type of exchange rate regime is better for fiscal discipline has a long tradition in macroeconomics. Traditionally, the view that fixed exchange rate regimes could be associated with increased fiscal discipline was widely accepted. However, more recent theoretical models, together with mixed empirical evidence, have paved the way to an alternative policy view according to which flexible exchange rate regimes are also compatible with healthy public finances. 2 In parallel, we have witnessed many countries moving from fixed to flexible exchange rates in the last two decades. 3 On the economic front, two opposing views are at stake: the first considers a fixed peg as a provider of credible discipline and associates fixed exchange rates with enhanced fiscal restraint; the second defends that flexible rates induce better fiscal performance instead because they expose the costly economic consequences of fiscal profligacy and do not allow policy-makers to hide the deterioration of fiscal balances behind a loss of domestic reserves.
The empirical evidence that examines the relationship between fiscal discipline and exchange rate regimes is mixed. Gavin and Perotti (1998) uncover an association between fixed-exchange rate regimes and public deficits in Latin American economies, but they don't find similar evidence for developed, industrialized economies. Fatàs and Rose (2001) find that, while adherence to a common currency area is not associated with increased fiscal discipline, adoption of a currency boards is. Velasco (1995, 1998) and Sun (2003) present evidence of the effects of fixed exchange rate regimes on fiscal discipline. Their evidence is limited to a specific set of countries -notably the CFA zone in Africa and the pegged currency union in the Caribbean. In sum, there are divergent empirical results as to the relationship between exchange rate regimes and fiscal discipline.
In our view, these mixed findings stem from the fact that the literature has mostly neglected the importance of the political context in which fiscal policy decisions are made. On the political front, we propose that there are two dimensions affecting fiscal policy decisions that must be taken into account. First, the electoral calendar, which involves a clear timing dimension which directly impacts the policy maker's horizon; and second, the degree of cohesion or political fragmentation that policy-makers enjoy -or not -within the government coalition structures or the legislature. In other words, considering the underlying political conditions -both in terms of electoral timing and political 2 For instance, the 1990's witnessed a series of crises in emerging market economies, as well as European countries under the Exchange Rate Mechanism (ERM), that suggested financial openness, monetary independence, and pegs were incompatible. In the case of emerging economies, the experience suggested the only options were either strong currency pegs or floating exchange rate regimes. 3 As reviewed in Bordo (2003) , exchange rate regime choice evolved considerably over the last century. In the early twentieth century adopting the gold standard -and, thus, a hard peg, seemed the obvious policy choice, followed by most advanced economies. Today the policy choice became the opposite, though equally "obvious". All developed economies, with the exception of Eurozone countries among themselves, have adopted flexible exchange rates. Developing countries, with some exceptions, seem more or less constrained to follow the prevailing policy view, and mimic -if not follow, developed countries actions.
cohesion -under which fiscal policy choices are made is crucial to properly understand how alternative exchange rate regimes interact with fiscal outcomes. In this paper, we examine the question of how politics affects the interaction between currency regime and fiscal discipline using the broadest possible sample yet available.
Determining whether fixed or flexible exchange rates are better for enhanced fiscal discipline in the presence of different political conditions, is important for several reasons. First, the exchange rate regime may affect the incentives to use deficits with electoral motives (Tanzi and Schuknecht, 1997) , or limit the sustainability of fiscal adjustments (Lane and Perotti, 2003; and Lambertini and Tavares, 2005) . Second, if flexible exchange rates are associated with closer public scrutiny of policymakers and this in turn encourages fiscal discipline, shifting to a flexible regime may be a "low cost" institutional fix to a recurrent issue. This is particularly important in countries where credible economic and political institutions do not exist or incapable of monitoring fiscal authorities. A flexible exchange rate regime can in these cases be seen as a substitute, albeit imperfect, for the harder task of building better institutions. Third, as the experience of the Eurozone during the sovereign debt crises testifies, hard and credible pegs, even in advanced economies, are not necessarily associated with fiscal restraint.
Here too, one of the determinants of the fiscal stance may be the quality of institutions ensuring accountability and transparency at the national level. Finally, many of the developing countries adopting fixed pegs are small open economies, vulnerable to considerable exogenous shocks, so that determining how internal politics affects the relationship between fixing the exchange rate and fiscal performance becomes a key issue.
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Our results show that, in general, policy makers that take decisions under fixed exchange rate regimes are associated with less fiscal discipline. When political conditions are taken into account, strong political environments help improve fiscal discipline, especially under flexible exchange rate regimes. In other words, policy makers that don't face immediate elections and who can operate without political fragmentation are associated with better fiscal performance, especially when they operate within a flexible exchange rate regime.
The remainder of the paper is organized as follows. Section II reviews the literature. Section III presents a generic model illustrating the mechanisms by which political conditions (in terms of political horizon and cohesion) affect the relationship between exchange rate regimes and fiscal discipline. Section IV describes the data and presents our main results. Section V provides several robustness exercises. Finally, section VI summarizes the main findings and concludes.
II. LITERATURE REVIEW: EXCHANGE RATE REGIMES AND FISCAL DISCIPLINE
The Traditional Argument
The traditional argument holds that fixed exchange rates encourage fiscal discipline. This argument is steeped in a long tradition, going back to at least a century ago 5 , according to which adhering to a specie standard, or a stable currency, would be associated with sound money and predictable policies that would keep inflation under control and lead to fiscal restraint. The idea is that lax fiscal policies could eventually lead to a collapse of the peg, which is a very costly scenario (Giavazzi and Pagano, 1988; Frankel and others, 1991) . This traditional argument emphasizes how anticipation of the harsh economic impact of defaulting from a fixed-exchange rate regime disciplines policymakers today and lead to sound fiscal policy.
In most theoretical setups, the fiscal and monetary policymakers care for both government expenditure and inflation, either because they just do, or because there is some sort of fiscal dominance. 6 The usual trade-off is in place, whereby larger government transfers today or tomorrow translate into higher inflation either today or tomorrow. In a sense, what makes default inevitable in some instances of fixed rates and fiscal laxity is that the central bank eventually abandons the peg to avoid a hyperinflation and/or deeper output decline. In other words, the monetary authority has access only to a limited commitment technology, where the limitation is a limitation in time.
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The Dynamic Approach
Several authors have challenged the traditional argument and suggested, instead, that a fixed exchange-rate regime may actually induce fiscal indiscipline Velasco, 1995, 1998; Sun, 2003; and Duttagupta and Tolosa, 2006) . In the presence of impatient policy-makers that heavily discount the future, the fact that the economic cost of fiscal indiscipline and default takes time to occur leads policy-makers to spend more today.
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Where the traditional argument did not consider the relevance of time and how policy-makers discount the future, Velasco (1995, 1998) showed that if the economic costs of fiscal indiscipline were sufficiently delayed, then a fixed exchange rate regime would not limit the policymaker's tendency to overspend. In their setup, policymakers completely discount the future and thus, under fixed exchange rates, they run reserves down through higher current spending. A recent paper by Vuletin (2013) analyses the effects of capital controls on fiscal performance by focusing on dual exchange rate regimes. The author develops a model in which the fiscal policy is endogenously determined by a nonbenevolent fiscal authority, dual regimes induce politicians to have higher fiscal deficits than under fixed and flexible regimes operating under perfect capital mobility. Panel regressions confirm that dual regimes lead to higher fiscal deficits than fixed and flexible regimes operating under unified rates.
Political Economy Dimensions: Horizon and Cohesion
In our view, existing models focus on the economic costs of fiscal indiscipline, but they do not carefully spell out the political dimension. 11 In particular, when these models discuss the time horizon of policy makers, they refer to how long it takes them to face economic disaster as a result of a fiscal crisis that would force their countries to abandon the currency peg. We think that in this time horizon, policymakers also take into account the distance to elections and the amount of time that they have been in government. This is because politicians are office-seekers rather than policy-seekers, and their prime objective is to maximize their probabilities of staying in power. 12 In addition, policy-makers are forced to take into consideration the degree of political fragmentation they face when designing budget measures to be approved by parliament. In this context, we propose the introduction of an explicit electoral component in the policy-maker's time horizon defined by Velasco (1995, 1998) and Sun (2003) . In addition, we also propose the inclusion of a new political dimension, namely the degree of political cohesion. The two components of the revised theoretical framework can be summarized as follows:
 Political Horizon -This dimension takes into account the time the policy-makers have before forthcoming elections -or regime change, in autocratic regimes. Politicians facing longer horizons have less of an incentive to overspend and thus associate with more fiscal discipline.
 Political Cohesion: This dimension takes into account the number of political actors participating in budgetary decisions, which typically exhibit conflicting budgetary demands. These actors could be parties in government -or in opposition-, interest groups or, more generally, veto players. Politicians that operate in more cohesive political environments are likely to be subject to less stringent spending demands and be associated with tighter fiscal discipline.
In this framework, strong politics-a long horizon for the policy-maker and a high cohesion of the political body-add credibility to a flexible exchange rate system, leading to fiscal discipline. 13 The next section spells out these hypotheses formally in an illustrative model.
III. THEORETICAL FRAMEWORK
Consider an economy where there are two periods and three economic agents: a monetary authority, which decides the exchange rate; and two political players with authority over public spending.
The central bank cares about the nominal exchange rate, E1, which it desires to be close to a target exchange rate, E*, in both periods. It also cares for output, Y, which it wishes to be as close as possible to a target level, Y*. This target level can be interpreted as potential output or some other desired reference level of output. The expression for the central bank's loss function would be:
where is the discount factor of the central banker, and weighs the losses stemming from deviations in the exchange rate relative to losses from deviations in output.
> 1, so that, given the central bank's nature, deviations in the exchange rate are weighed more heavily than deviations in output. Output and are the weighted sum of the output of the two political constituencies, where the weights and sum up to 1. These weights accommodate a possible differentiated response of the central bank to the two political players.
14 The central bank's loss function would then become:
where , and , stand respectively for the output of constituencies 1 and 2 in period 1, and , and
, for their output in period 2.
The fiscal players care only about their constituency's output, and the higher it is the better for them. Consequently, the loss function of constituency 1 is represented by:
where , and , have been defined before, and is the policymakers' discount factor, which may be different than . The parameter is a proxy for political horizon, so that its value is smaller the shorter the time horizon of the policymakers due to proximity of elections or other political factors (such as having been for a long time already in office).
Output in period 1 and 2 positively depends on the exchange rate, respectively and . The policymakers vie for transfers to their constituencies, , and , which increase output. However, these transfers have to be paid for in period 2, so that D = + . Debt is fully repaid in period 2, and the debt burden is shared among the two constituencies according to weights and =1-, each greater than 0 and smaller than 1. Thus, output in periods 1 and 2 can be summarized as:
In period 0, before the start of the game, the monetary authority sets a fixed exchange rate . We do not endogenize the choice of the exchange rate in period 0. In period 1 the two political players engage in a fiscal game whereby each decides the degree of transfers that goes to their own constituency. The deterrent to spending "too much" in period 1 is the fact that transfers, which increase utility in period 1, also increase debt which will have to be fully repaid in period 2 and thus decrease utility in period 2. How much each fiscal policymaker engages in transfers today depends on the amount of future debt that they will have to repay in the future. In period 2, as the central bank cares for output as well as for the exchange rate, it will default on the exchange rate. But the extent to which the central bank will accommodate fiscal profligacy depends on , and the policymakers take that factor into consideration.
There are two key political economy parameters that affect the degree of indebtedness. The first factor affecting indebtedness is the political Horizon, that is, the extent to which the fiscal policymakers value the future. This is related to electoral and other incentives that may make the policymaker less responsive to the future consequences of indebtedness. When the political horizon is longer, policymakers value the decrease in utility tomorrow due to debt repayment relatively more than the current increase in utility, driven by transfers. And the second factor affecting indebtedness is the degree of political Cohesion, which is a function of the share of debt to be repaid by each fiscal actor in period 2. When each political actor is responsible for 50 percent of debt repayment, the political system is more cohesive, and both policymakers behave responsibly in fiscal terms.
We now solve the model by backward induction. We first determine what is the rate of devaluation chosen in period 2, by the central banker, for each level of indebtedness. In other words, in period 2 the central bank decides how much debt to accommodate through devaluation. As a result, the central bank's reaction function to debt accumulation is the following:
As expected, the higher the debt incurred in period 1 by the policymakers, the higher the exchange rate depreciation by the central bank, in period 2. Also as expected, the combination of parameters associated with D shows that the accommodation is less than one for one, as > 1, and ( • + • ) generally smaller than 1. The higher that is, the more averse is the central bank to exchange rate deviations the less it accommodates debt. Further, as increases to infinity, tends to E* and there is no debt accommodation whatsoever. This is the case of a fully credible and unchangeable fixed exchange rate.
Working backwards, in period 1 the policymakers take into consideration the behaviour of the central bank and each constituency's share of the debt burden to decide how much transfers to mobilize. Total transfers -and thus debt, one period later -are given by the intersection of two fiscal reaction functions where each constituency's level of transfers depends on the others', as below:
An increase in transfers to a specific constituency by 1 monetary unit leads to a decrease in transfers by the other player by less than one unit. Thus, an equilibrium exists. Below, we present to figures to illustrate the two main political economy propositions that can be derived from this model. Other things being equal:
Proposition 1: An decrease in the discount factor, , of the fiscal policy-makers so that they act under a longer political Horizon, leads to lower indebtedness (see Figure 1 ).
Figure 1. Political Horizon and Indebtedness
Note: A lower discount of the future (i.e., higher political Horizon) leads to lower indebtedness (i.e., more fiscal discipline).
Proposition 2: An increase in political Cohesion, expressed by a more even distribution of the debt burden between political constituencies, leads to a decrease in public debt (see Figure 2 ).
Figure 2. Political Cohesion and Indebtedness
Note: A higher level of burden sharing (i.e., higher political Cohesion) leads lower indebtedness (i.e., more fiscal discipline). 
IV. EMPIRICAL ANALYSIS

Data Description
To test the propositions above, we use an unbalanced panel of 79 countries, including 31 advanced countries and 48 emerging and low income economies, between the years of 1975 and 2012, to estimate the following specification: POL accounts for political factors, which will be constructed using Principal Component Analysishereafter PCA, to obtain the common factor(s) of each block of variables comprising two components we termed Horizon and Cohesion. These are defined as follows:
 Political Horizon: a longer political horizon is associated with less years in office, more years left in current term, a party of chief executive with a long tradition in office, more months to next election. 18 Only the first principal component is retained.  Political Cohesion: a stronger political cohesion is associated with a high margin of the parliamentary majority supporting the cabinet, low cabinet fragmentation, executive control of all houses, and a weak opposition. Only the first principal component is retained.
Horizon and Cohesion variables are each represented by one factor composed of four underlying variables. 20 The resulting principal components indices are described in Table 1, while Table 2 lists the corresponding factor loadings. 21 We can interpret the principal components by focusing on the factor loadings and the uniqueness of each variable. 22 As regards political Horizon, uniqueness is relatively low for all variables, which implies that the factor retained spans the original variables adequately. As to political Cohesion, the factor appears to describe mostly the margin of majority and cabinet strength.
In principle, both factors should enter with positive coefficients in the regressions.
A first look at the data shows that in line with the findings of Tornell and Velasco (1995) and Sun (2003) , fiscal discipline is lower under fixed exchange regimes than under flexible ones (see Figure 3) . Also, stylized facts seem to confirm the propositions of the theoretical model presented above: in contexts of long political Horizon, the average primary surplus was only 0.01 percent of GDP under fixed exchange rate regimes and it reached up to 0.3 percent of GDP under flexible exchange rates. These differences were smaller in contexts of high political Cohesion. In this case, the average primary deficit was -0.2 percent of GDP under fixed exchange rates and slightly better, at -0.1 percent of GDP. 
Baseline Panel Results
Firstly, we estimate equation (9) using ordinary least squares (OLS) with heteroskedastic and serial correlation robust standard errors clustered at the country level. We also use alternative estimators that correct for the standard econometric pitfalls, including possible reverse causality between exchange rate regimes and the fiscal stance, or a potential problem of omitted variable bias affecting simultaneously both the choice of the exchange rate regime and the fiscal stance. In order to correct for serial correlation and possible cross-sectional heteroskedasticity we run Feasible Generalized Least Squares (FGLS) using estimated cross-section residual variances as weights, thus attaining a more efficient estimate than under OLS.
Secondly, having in mind potential cross-sectional dependencies, we also run our main regression equation (9) with Driscoll-Kraay (1998) robust standard errors. This non-parametric technique assumes the error structure to be heteroskedastic, autocorrelated up to some lag and possibly correlated between the groups.
Thirdly, as a closer inspection of the data suggests, influential outliers potentially play a role in crosssection analysis. It is important to consider how much outliers drive our results, particularly in such a heterogeneous sample as ours, which includes emerging market and low income economies characterized by spells of exchange rate volatility. We use the Method of Moments that fits the efficient high breakdown estimator proposed by Yokai (1987).
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The model described by equation (9) is a reduced-form and therefore it does not legitimize causal statements or even immediate quantification of the effect of exchange rate regimes and politics on fiscal discipline. As causality can run in both directions, some of the right-hand-side regressors may be correlated with the error term. We complement our fixed-effects approach with a panel Instrumental Variable-Generalised Least Squares (IV-GLS) approach. As instruments, the main variables used are those proposed by Acemoglu et al. (2003) and Fatàs and Mihov (2013) . The first instrument -labelled 'constraints', captures potential veto points on the decisions of the executive. A variation of our measure of constraints is a variable constructed by Henisz (2000) called 'political constraints' (labelled 'polcon'). This variable differs from our measure in two ways: (1) the author adjusts for the ideological alignment across political institutions; and (2) he argues that each additional constraint has a diminishing marginal effect on policy outcomes and therefore the link between the overall measure and the veto points should be nonlinear. In addition, we use dummies to control for the presence of expenditure, taxes and debt rules.
Our first set of results concerns the estimation of equation (9) to test empirically Propositions 1, 2 from the theoretical section. We start by analysing independently the variables that measure the exchange rate regime, political Horizon and the political Cohesion. In Table 3 we observe that the estimates of the coefficient associated with the fixed exchange rate regime is always negative and almost always statistically significant at conventional levels. These results are in line with the latest findings in the empirical literature: being in or moving to a fixed exchange rate regime is associated with less fiscal discipline. Also, theoretical Propositions 1 and 2 are confirmed empirically as well. A longer political Horizon and more political Cohesion are both associated with a higher primary balance and more fiscal discipline. The rest of the controls are usually statistically significant and with the expected sign: higher GDP growth, higher inflation, higher reserves, better terms of trade and trade and financial openness are all associated with higher fiscal discipline. In Table 4 we include two interaction terms between the dummy variable for fixed exchange rate regimes and the two variables that measure political Horizon and Cohesion. Again, we obtain a statistically significant and negative estimate of the coefficient on fixed exchange rate regimes and positive coefficients for both political indicators. Interestingly, the interaction terms between the key variables are negative suggesting that the positive effect of politics (longer Horizon or higher Cohesion) on the degree of fiscal discipline are particularly relevant for flexible exchange rate regimes. In other words, it is in flexible exchange rate settings that politics seems to matter most.
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Note that these results shed light on the questions that motivate this paper. In line with our model´s prediction, both exchange rates and politics matter for fiscal discipline. In line with our model's prediction, flexible (not fixed) exchange rates, and strong politics (long horizon and high cohesion) are both associated with better fiscal positions. The exchange rate regime seems to be quantitatively more important than the underlying political conditions. When considered together, strong politics attenuate the damaging effects of fixed rates on fiscal discipline, but are insufficient to reverse fiscal profligacy. Moreover, the positive effects of longer political horizon and more political cohesion on fiscal performance are amplified under flexible exchange rate regimes. Estimation with country and time effects (omitted for reasons of parsimony). Robust standard errors clustered at the country level in parenthesis. Constant term estimated by omitted. *, **, *** denote statistical significance at the 1, 5 and 10 percent levels, respectively.
V. ROBUSTNESS CHECKS
Sensitivity to alternative estimators, outliers and endogeneity
To test the robustness of our baseline results, we perform a series of robustness checks. First, we reestimate equation (9) using FGLS, Driscroll-Kraay cross-sectional dependence-robust standard errors and also the MM-estimator to check for outliers. Results in Table 5 show again that fixed exchange rates are associated with less fiscal discipline, while a longer Horizon (and higher Cohesion 25 is associated with better fiscal performance. The interaction terms between the key variables are also negative and significant. Secondly, we estimate regressions using instrumental variables to address endogeneity concerns. Results are reported in Table 6 and confirm the baseline set of findings. Estimation by either Feasible Generalized Least Squares, or Driscroll-Kraay cross-sectional dependence-robust standard errors or MM-estimator for outliers, as identified in the second row. Country and time effects omitted for reasons of parsimony. Robust standard errors clustered at the country level in parenthesis. Constant term estimated by omitted. *, **, *** denote statistical significance at the 1, 5 and 10 percent levels, respectively. 
Sensitivity to an alternative definition of the dependent variable
We also test the robustness of our results to a different definition of the dependent variable, by identifying fiscal discipline with strong improvements in the fiscal stance associated with fiscal consolidations. The dependent variable is now a dummy taking the value 1 during years of fiscal consolidation. The literature addressing the identification of fiscal adjustment episodes is vast and has relied on changes in the cyclically adjusted primary balance (CAPB) as a share of GDP. Some caveats surrounding this approach have been highlighted recently. 26 To maximize country coverage, we rely on Alesina and Ardagna´s (1998) method of identifying fiscal adjustments. They consider the change in the CAPB that is at least 2 percentage points of GDP in one year or at least 1.5 percentage points on average in the last two years.
Since we now have a dependent variable that is expressed in binary terms, we employ a logistic regression to estimate equation (1). More precisely, we estimate the following model:
where , , ,    are vectors of the parameters to be estimated and ( .)
 is the logistic function.
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Given that we rely on panel data, the structural model can be written as:
* it * it it FD ' , FD 1 if FD 0, and 0 otherwise.
with i = 1, …, 78; t = 1980, …, 2013; i  captures the unobserved individual effects; and it  is the error term.
We take the analysis one step further and also assume that a fiscal adjustment is successful (SU) if the improvement in the cyclically adjusted primary budget balances for two consecutive years is at least η-times the standard deviation of the cyclically adjusted primary budget balance in the full panel (see Afonso and Jalles, 2012) :
In our analysis we use a threshold value of η=1.
Our results suggest that fixed exchange rate regimes decrease the likelihood of a given government engaging in a fiscal consolidation. 29 More importantly, the likelihood is even smaller if we restrict our sample to successful fiscal episodes, as shown by the higher magnitude -in absolute value, of the estimated coefficients in columns 6 to 10. The Horizon of the policy-makers is never relevant, in line with results in Alesina, Perotti and Tavares (1998) , which find that engaging in fiscal adjustments does not increase the likelihood of cabinet turnover. In this setting, political Cohesion becomes statistically 27 For details on this binary choice model see, for example, Greene (2012, Ch. 17) . 28 As probit models do not render themselves well to the fixed-effects treatment due to the incidental parameter problem (Wooldridge, 2002, Ch. 15, p. 484) , we estimate a logit model with fixed-effects. 29 As a robustness check to Alesina and Ardagna's (1998) method we employed alternatively Giavazzi and Pagano's (1996) . They propose using the cumulative changes in the CAPB that are at least 5, 4, 3 percentage points of GDP in respectively 4, 3 or 2 years, or 3 percentage points in one year. Results, available upon request, did not qualitatively change.
irrelevant, as the interaction term between Cohesion and exchange rate regime loses statistical significance. We have also tried an alternative dependent variable by using fiscal discipline defined in nominal levels (instead of percent of GDP) and in real per capita terms. Results, available in Table A1 in the Appendix, confirm our findings.
Sensitivity to an alternative measure of Exchange Rate Regime
We also test the robustness of our empirical exercise to a different measure of the exchange rate regime. Instead of building the dummy variable using a normative classification of exchange rate systems from Reinhart and Rogoff (2004) , we use a positive approach. Now, the new dummy variable takes value 1 -denoting a fixed exchange rate regime, if the 5-year rolling volatility of the real effective exchange rate is smaller than 1/3 of the 5-year rolling average volatility. 30 Results shown in and, when Cohesion is controlled for, statistically significant coefficients when explaining the degree of fiscal discipline. Estimation with country and time effects (omitted for reasons of parsimony). Robust standard errors clustered at the country level in parenthesis. Constant term estimated by omitted. *, **, *** denote statistical significance at the 1, 5 and 10 percent levels, respectively.
VI. CONCLUSION
In this paper we present both theoretical and empirical evidence showing that, contrary to the traditional argument, flexible (not fixed) exchange rate regimes are associated with more fiscal discipline. The fiscal implications of exchange rate regime choice do not occur in a vacuum, but within a specific political context. By bringing politics into the picture, this paper contributes to the literature by carefully uncovering how the exchange rate regime interacts with the political context to affect fiscal policy outcomes. Our results draw on the longest and widest cross-section of country experiences available. We find that strong political environments characterized by long Horizon and high Cohesion among policy-makers (i.e., where elections are not imminent and where there is little political fragmentation) are associated with better fiscal performance. 31 31 In a recent paper making use of a laboratory experiment, Battaglini, Nunnari and Palfrey (2016) find evidence that more inclusive requirements for fiscal decision and more vulnerability to shocks (which we can equate to longer horizons) are associated with lower debt accumulation.
Our results offer important policy lessons from the point of view of fiscal policy making. First, if policymakers operate in weak political contexts, flexible exchange rates are the preferred option as they are best suited to secure enhanced fiscal discipline. Second, the virtuous effect of flexible exchange rates on fiscal discipline can be maximized by strong political environments, characterized by long political horizon and high political cohesion. Third, in mixed political contexts policy-makers face a difficult choice as moving to a fixed exchange rate regime may negatively impact fiscal performance in a way that political institutions are unable to attenuate. APPENDIX 1. ROBUSTNESS Note: Dependent variable identified in second row. Estimation with country and time effects (omitted for reasons of parsimony). Robust standard errors clustered at the country level in parenthesis. Constant term estimated by omitted. *, **, *** denote statistical significance at the 1, 5 and 10 percent levels, respectively.
